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ABSTRACT 
Hong Kong financial practitioners are more likely to follow a financing hierarchy 
than to maintain a target financial structure by using several types of financing 
instruments simultaneously. Furthermore, when financing new investments, they 
generally prefer either internal equity (retained earnings) or straight debt (bank 
borrowings). 
However, internal equity dominates bank borrowings probably because of the 
more conservative method of doing business among Chinese businessmen。Preferred 
stock is the least possible choice because it is uncommon in Hong Kong's stock market. 
Therefore, its marketability is not high enough to attract investors. 
Although the relative importance managers assigned to each principle is not the 
same, financial planning principles such as maintaining financial independence, as a 
whole, are more important in governing the financing decisions of the company than 
specific financial structure theories. Moreover, the financial structure theories such as 
avoiding dilution of 
common stockholders' claims are regarded as more flexible as 
compared with either investment or dividend decision of the company. Top management 
would rather change the target financial structure or hierarchy instead of, for example, 
forgo the growth oppor-tunity. However, selling off assets is also an alternative available 
to top managers. 
r 
* 1 
In general, the findings in this survey are more or less the same as those done in 
US. Due to different business and economic situation in the two places, however, 
ranking within individual group of principles or options in this survey are not exactly the 
same as that in US. Nevertheless, the results suggest a certain degree of commonality 
between the financial practice in the US and Hong Kong. 
Sectoral analysis、reveals business sectors' different attitudes toward various types 
of decisions. Business sectors, in general, disagree over following Static Tradeoff Model 
or Pecking Order Model. Attitudes toward relative importance of financial planning 
principles are also rather divergent in different sectors. However, term to maturity of 
debts does have certain relation with business types. Moreover, for various financial 
structure model inputs, there is no significant disagreement among different sectors. 
Preference toward long-term sources of funds among different sectors also conforms to 
the findings of the whole sample. 
The findings in asset size analysis show some variations from those of the sample 
as a whole. Positive relation is found between term to maturity of debts and company 
size. However, size has no specific influence on relative importance of financial structure 
models inputs, the choice of Static Tradeoff or Pecking Order Model, financing growth 
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1.1 Financial Structure 
Hong Kong is a well-known international financial centre. Although both local 
and foreign business practitioners are found in the market, the dominant decision maker 
within an organization is mainly Chinese. The actual financial behaviour in determining 
the financial structure is an interesting study area. 
In this study, financial structure is defined as the mix of different securities for 
financing the activities of a company. 
The financing sources most commonly found in Hong Kong are retained earnings, 
external common stock, bank borrowing, straight preferred stock and convertible 
preferred stock. This project will be confined to a study of the determinants of making 
a choice about financing alternatives. 
1.2 Hong Kong Listed Companies 
Most companies in Hong Kong are small-sized ones with private entrepreneur. 
These companies are usually held by family members and the financing policy is rather 
conservative. The activities of these companies are most commonly financed by internal 
retained earnings or short term bank borrowing. Hence, the financial structure theory 
and concept is not widely understood in this sector. 
The listed companies in Hong Kong are more well-established and possess a more 
formalized financing policy than other companies. Hence, in order to generate 
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meaningful and representative data for research purpose, the companies listed in the 
Hong Kong Stock Exchange are chosen as the target population. 
There are about 280 listed companies in Hong Kong, These companies are 
categorized into 9 different sectors, namely, the banking and financial sector, the 
manufacturing sector, the wholesaling and retailing sector, the warehouse and shipping 
sector, the mass media, the hotel and restaurant sector, the public utilities, the property 
and construction sector and others. 
Moreover, the determinants of financing decision among different sectors can be 
examined to reveal any similarities and difference. 
The stock market and the economic stability of Hong Kong are interrelated with 
each other. It is especially true in the property and construction sector. If we believe 
the financial structure of the listed companies does affect the stock price, it is essential 
to understand how top managers make financing decisions as it will have a direct impact 
on stockholders' investment decisions. 
1.3 Rationale 
Modigliani and Miller (MM) showed that financial structure decisions do not 
affect firm value when capital markets are perfect, corporate and personal taxes do not 
exist, and the firm's financing and investment decisions are independent. 
9 
However, debate over optimal financial structure that maximizes firm value is 
common in literature when the MM assumptions above are relaxed. 
r 
Surveys are done in US on how top managers use the assumptions or inputs of 
financial structure models generated by academicians in making financing decisions. It 
is interesting to investigate the situation in Hong Kong as a similar study is not found. 
2 
The survey aims at investigating how top executives in Hong Kong's listed companies 
make their financing decisions and the extent to which the financial structure theory 
applies in such companies. 
1.4 Financiai Structure Theories 
Brealey & Myers (1988) believed that financial structure in practice does matter 
due to the market imperfections. Empirical evidence, summarized by Smith (1979)，also 
strongly indicates that changes in a firm's financial structure can affect firm value. Thus, 
the focus of the debate has shifted from whether financial structure decisions matter to 
why they matter. … 
The financial structure models that explain why financial structure matter can be 
summarized into three groups: static tradeoff model (Myers, 1984), pecking order 
hypothesis (Myers, 1984) and other models. 
1.4.1 Static Tradeoff Models 
» 
Static tradeoff models imply an optimal combination of long-term securities. 
Firms are expected to maintain a target debt-equity ratio that maximizes firm value by 
minimizing the costs of prevailing market imperfections. The earliest of these models 
(Kraus & Litzenberger, 1973, Scott, 1976 and Kim, 1978) balance the corporate .tax 
advantages of debt against the cost disadvantages of bankruptcy-. Later refinements also 
incorporate personal taxes and non-debt tax shields (Miller, 1977 and DeAngelo & 
Masulis, 1980). In Jensen & Meckling (1976)，the value of the firm is maximized when 
total agency costs of debt and external equity are minimized. Hence, firm's unique 
optimal financial structure involves a balance of debt and equity. 
3 
1.4.2 Pecking Order Hypothesis 
It is hypothesized that an optimal hierarchy exist in raising funds (Myers & Majluf, 
1984). The firm prefers internal to external financing, and debt to equity if securities 
must be issued. There is no well-defined target debt-equity ratio. 
1.4.3 Other Models 
They imply neither an optimal combination nor an optimal hieraixhy of external 
sources of fund (Miller & Rock, 1985). 
Myers & Majluf and Miller & Rock models assume that corporate taxes do not 
exist; static tradeoff models assume that investors and managers have equal information 
about real growth opportunities. Although such assumptions make the models tractable, 
they over-simplify the conditions under which managers make financing decisions. 
There are other explanations as to why financial structure matter. One 
explanation is that firms are moving closer to (or farther from) their optimal or target 
financial structures. A second explanation is that financial structure decisions are 、 
irrelevant but that the information they convey concerning the firm's investment 
opportunities causes security holders to revise their expectations of the firm's prospects. 
Pinegar & Wilbriclit (1989) seek to disejntangie the above two interpretations by 
reporting results of a survey that was sent to chief financial officers of the Fortune 500 
firms for 1986. 
It found that preference for the financial hierarchy exist with internal equity 
preferred to external, i.e. the results conform to Myers & Majluf predictions. However, 
the static tradeoff models seem least well supported. 
Moreover, restrictive covenants on senior securities, the corporate tax rate, voting 
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control, and depreciation and other non-debt tax shields are the most important inputs. 
Personal tax rates of debt and equity holders and bankruptcy costs are even less 
supportive of the static tradeoff theories. The iow ranking of bankruptcy cost is due to 
the large size and success of the firms in the sample. 
In addition, another source of determinants are found that influence the financing 
decision. Financial planning principles, such as, maintaining financial flexibility, ensuring 
long-term survivability, maximizing stock prices, maintaining financiai independence, etc., 
are found to dominate specific financial structure models in governing financing 
decisions. 
1.5 Statement of the Problem 
The purpose of the survey is to investigate how the top managers of Hong Kong 
listed companies make the financing decision. It is also hoped to gain some insights on 
any difference among different sectors. The broad aim is to examine the actual financing 
practice of these companies. It can be sub-divided into three objectives: 
1. To identify the financial structure models, planning principles and critical 
determinants based on which Hong Kong listed companies make financing 
decisions. • 
2. To analyze the difference in determinants among listed companies with different 
size and in different industries. 
3. To ； compare and contrast the results with those done by Pinegar & Wiibricht 
(1989) aiming at identifying cross-cultural difference in financial behaviour. 
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CHAPTER 6 
METHODOLOGY AND PRESENTATION OF RESULTS 
2.1 Metliodolo.gy 
2.1.1 Literature Review 
Articles and literature search was done on financial structure theory to review the 
alternate views. Secondary data from surveys made in US were also studied to generate 
some insights on how financing decision is made by companies. 
2.1.2 Survey 
Questionnaires were sent to the parent population, all listed companies in Hong 
Kong, to collect primary data. The sample size was 280. A cover letter (Appendix 1) 
was enclosed with each questionnaire requesting that the chief financial officer or the 
officer most familiar with, financing procedures answer the fifteen-question survey 
(Appendix 2). 
The business nature and asset size of each responding company were identified. 
Thus, cross-classifying financing preferences with size and industry was possible. 
The responses were then coded, tabulated and analyzed using SPSS。Pearson's 




Personal interviews were conducted with the financial managers of two property 
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investment companies (Wing Hung Kee Investment Company Limited and South East 
Asia Investment Agent Company limited), the group financial controller of Evergo 
International Holdings Company Limited and the accounting manager of the Kowloon 
Motor Bus Co., Ltd. to gather in-depth information from financial executives. 
Clarifications during interviews helped to maximize respondents' understanding of the 
questions and more complete answers were achieved. 
2.2 Study Constraints 
Generalizations of the survey result are not appropriate as the companies studied 
varied in size and industry. Moreover, the study attempts to provide insights, into how 
companies in different industries with different size make financing decision. It is 
dangerous to draw any conclusions about a particular industry as a whole, nor should the 
result be used as a representation of all the companies with a specific asset size. 
The study is confined to the procedural and tooling aspects of making financial 
decision. Surveying from a single point in time may impose further restrictions. 
s 
2.3 Presentation of Results 
With 280 questionnaire sent，37 usable responses were received (14% response 
rate). Chapter 3 mainly gives an overview of the financing practice in the companies 
studied. It presents the preference of capital structure theory adopted (Ql) and the 
rankings qf sources of funds (Q2). Also, the term to maturity of debt is examined (Q4). 
Finally, the organizational aspect of making financing decision is studied (Q12). 
The managers' rankings of inputs in theoretical models (Q8) are examined in 
Chapter 4 and their perception about market efficiency in Hong Kong is studied (Q5 and 
7 
Q6). Then, the two results will be investigated to see if any relation exists. The rankings 
of the financial planning principles are also summarized (Q3). Conclusion about the 
importance of specific financial structure models compared with that of planning 
principles are then made. The information content of new stock issues on stock price 
is also examined (QIO). 
Chapter 5 studies the possible impact of business nature on the choice of financial 
structure models (Ql), options of financing new investments (02), the term to maturity 
of debts (Q4), the importance assigned to various financial planning principles (Q3) and 
the ranking of different financial structure model inputs (Q8). Analysis is also made to 
check their relation with asset size (Chapter 6). 
Financing decisions and other sources and uses of funds (Q7) are examined in 
chapter 7. 
Cross-cultural difference in financing behaviour will be identified and explained 
in each chapter. 
A conclusion will be made in chapter 8. The objectives of study, its findings, 
» » 




FINANCIAL STRUCTURE DECISION 
To have an overview of the actual financing practice of listed companies in Hong 
Kong, this chapter studies the financial structure models most commonly used by the 
companies. Then, the preference for different financing alternatives is examined and 
explained. Finally, the most common form of organization and process for making 
financial decision is presented. 
Before looking at the financing decision, it is helpful to understand the 
background of the responding companies. 
3.1 Backgroiind of Respondents 
As shown in Appendix 3, responses are received from all sectors except mass 
media sector and hotel/restaurants sector. As some companies have business in more 
than one sector, two new business categories are added: construction & property and 
finance/investment and property. It is found that most respondents are from 
manufacturing sector and property sector. 
The asset size of respondents lies below HK$ 10,000 million (Appendix 4). Only 
one company has assets above HK$45,000 million. Attention should be paid in 
interpreting the results because of the possible bias. 
3.2 Static Tradeoff vs. Pecking Order and Other Models 
It is found that 54.1% of our survey respondents indicated a preference for the 
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financing hierarchy (Appendix 5). The result is similar to that done by Pinegar and 
Wilbricht (1989). Pecking order model is more widely accepted in the respondent 
companies. Static tradeoff model is not commonly found because maintaining a target 
financial structure in Hong Kong is difficult under the fast changing economic 
environment. Interest rates fluctuate and most companies will finance their capital 
investment on a project basis depending on the current financial market situation rather 
than on a rigid target. 
3.3 Preference for Sources of Funds 
Usually a hierarchy of financing sources is used in the order of preference. 
Rankings of six sources of long-term funds by respondents are summarized in Exhibit 3.1. 
For each source, the percentage of responses within each rank, the percentage of 
respondents who did not rank the source, and the mean of the rankings are given. 
Higher means imply higher preferences. 
It is found that a high percentage of respondents did not rank straight preferred 
stock and convertible preferred stock. This may due to the unpopularity of preferred 
stock in Hong Kong stock market. Hence, the marketability is not high and it is not 
commonly used as a financing source. Thus, we will focus the analysis on retained 
earnings, bank borrowings, convertible debt and external common stock. 
As indicated, 34.2% of the respondents ranked bank borrowings as their first 
choice, wljile 36.8% ranked external common stock as their last choice. The respective 
mean rankings for these two sources are 3.41 and 1.79. Pinegar and Wilbricht also found 
that external equity is the last choice in US companies. However, retained earnings is 
the first choice. 
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Exhibit 3.1 
Preference rankings of long-term sources of funds 
Percentage of responses within each rank^ 
Sources by Order 
of Preference 1 2 3 4 5 6 M^ 
Bank borrowings 34 24 3 3 0 0 37 3.4 
Retained earnings 29 24 5 3 0 0 39 3.2 
Convertible debt 0 11 34 5 0 0 50 2.0 
External common 
stock 0 5 11 37 0 0 47 1.8 
Straight preferred 
stock 0 0 0 0 5 3 92 0.1 
Convertible ... 
preferred stock 0 0 3 0 3 5 89 02 
1 1 = Important and 6 = Unimportant. 
2 Items not ranked by respondents. 
3 Mean ranks: calculated by assigning scores of 6 through 1 for rankings from 1 through 6’ respectively, and by multiplying 
each score by the fraction of responses within each rank. A score of 0 is assigned when a source is not ranked. 
The preference for debt over external equity in Hong Kong can be explained by 
I 
the political uncertainty in 1997. In order to increase the transferability of business to 
other countries, most companies will not take the trouble to raise funds through public 
offering of common stocks. Many companies may be planning to move the base abroad. 
Hence, using debt financing instead of common stocks can avoid opposition from 
shareholders. Moreover, the issuing cost of common stocks is much higher than that of 
bank borrpwing. 
Another reason is due to the cultural difference between Chinese and Americans. 
Although people in Hong Kong are westernized in the outward respects, they are still 
quite conservative internally. Hence, external sources will be considered first before 
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retained earnings are used in financing future investment. Moreover, Chinese believe 
in keeping money in their own pockets and using other's money to invest. This explains 
why bank borrowing is preferred over retained earnings, even though there is no 
administrative and issuing costs with the latter source. 
Size distribution is another factor. Most companies listed in Hong Kong are 
relatively small compared with those in US. Only very large companies in Hong Kong 
(3 out of the 9 public utilities) indicated that they prefer to use retained earnings for 
financing. 
Moreover, the banking system in Hong Kong is well-developed over a long period 
of time and bank loans are readily available at minimal administrative cost when 
compared with public offerings. The cost of debt is more stable and predictable. 
Top management attitude and belief is also an important factor in making 
financing decision. Moreover, dividend payment of common stock is an outflow of cash 
and any increase in shares outstanding will reduce the earnings per share and the 
shareholders may suffer a loss. 
Another minor reason is the tax-deductibility of interest payment. This factor is 
not as important as that in US because the corporate tax rate in Hong Kong is relatively 
low. . 
Another observation is that straight debt (bank borrowings) dominates convertible 
debt. The mean ranks are 3.41 and 2.05. For debt and common equity, therefore, the 
pattern depicted in Exhibit 3.1 predicts that managers who follow a financing hierarchy 
prefer bank borrowing, then retained earnings, then convertible debt, and finally external 
common stock. It conforms to the Myers-Majluf predictions to a certain extent in which 
new common stock is the last choice and straight debt is preferred to convertible debt. 
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Pinegar and Wilbricht found that preferred stock financing of any sort is less 
appealing than financing with external common stock. This is because industrial 
managers resort to preferred stock mainly for specialized needs, such as acquisition or 
reorganization. The same result is observed in Hong Kong due to the low liquidity of 
preferred stock in the market. 
3.4 Term to Maturity of Debts 
Since bank borrowings is the most common source of funds in Hong Kong, it is 
interesting to examine the average term to maturity of debt used by the listed companies. 
It is found that the average term is 3.8 years. This is a relatively short maturity. 
Actually most of the companies used short-term bank loans for financing. As indicated 
in Exhibit 3.2, 29.7% of respondents used debt of 5 years. Only large companies with 
immense capital investment projects will use long-term debt of 10 years or more. 
Exhibit 3.2 
I 
Term to maturity of debt 
Maturity (Years) Frequency Percentage of Response 
1 5 13.5 
2 7 18.9 
3 5 13.5 
4 5 13.5 
5, 11 29.7 
6 1 2.7 
8 2 5.4 
10 1 2.7 
13 
3.5 Organization of Financing Decision 
As shown in Exhibit 3.3, 55.3% of the responses indicated that top management 
is the major decision maker in financing aspects. Another common decision maker is 
the internal financial analyst of the company (34.2%). 
This indicates that most companies studied view financial structure an important 
decision that may affect the future growth opportunities of the company. The internal 
financial analyst usually carries out the quantitative analysis on each financing 
alternatives. They give a commentary on the issue and then transmit it to top 
management for approval. The decision is usually a function of the expected impact on 
the company and the size of the financing involved. Financing decisions that have great 
impact on the company and involve large capital size usually require top management 
approval. 
Exhibit 3.3 
Decision maker in financial structure 
•s ‘ 
Top Management 553% 
Internal Financial Analyst 34.2% 
Investment Banker . 5.3% 
Outside Security Analyst 2.6% 
Follow Industry Practice 0.0% 
No Response 2.6% 
： j ‘ ‘ 
Internal financial analyst will have the final decision making power on a project 
by project basis. When the impact of financing the project is not crucial to the 
survivability of the firm, the decision is made at this level. On the other hand, if it is a 
14 
decision of corporate financial structure, top level will be involved. 
In general, the companies studied prefer Pecking Order Model to Static Tradeoff 
Model. They usually use different sources of funds in the order of: bank borrowing, 
retained earnings, convertible debt and external common stock. In particular, bank 
borrowing is the most popular source of funds. The average term to maturity is 
relatively short (3.8 years). Also, financial decisions are mainly made by top managers 
in the companies under study. 
In the next chapter, the importance of specific financial structure models and 
financial planning principles are compared to decide which is more influential to 





SPECIFIC FINANCIAL STRUCTURE MODELS AND PLANNING PRINCIPLES 
The importance of specific financial structure models and planning principles is 
compared to determine which is more influencing on the financing decision made by 
respondents. The managers' perception about market efficiency in Hong Kong is also 
studied to investigate any relation in assigning importance to the financial structure 
model inputs. The information content of new stock issues on stock price is also 
examined in the last section. ’ 
4.1 Specific Financial Structure Models 
The relative significance of specific financial structure theories is gained by 
examining managers' rankings of 12 inputs and/or assumptions often found in theoretical 
4.1 summarizes those rankings. The format is the same as that for 
Exhibit 3.1. 
Of all the inputs in Exhibit 4.1, the projected cash flow of the assets to be 
financed (4.08)，risk of the new asset (4.05) and restrictive covenants (3.42) have the 
highest mean ranks. Since two of these factors relate to the new project to be financed, 
the findings strongly suggest that corporate managers evaluate investment and financing 
i 
decisions simultaneously. Hence, these decisions are not independent and security price 
reactions to financial structure changes may reflect a revision in market expectations of 




Relative importance of financial structure model inputs 
in governing financing decisions 
Percentage of responses within each rank^ 
Inputs 1 2 3 4 5 0 M^ 
Projected cash flow 3 3 11 39 42 3 4.1 
Riskiness of the assets 0 5 16 34 42 3 4.0 
Restrictive covenants 5 3 29 45 13 5 3.4 
Avoiding dilution of 
claims 16 16 34 21 8 5 2.7 
Flotation cost of 
securities 8 55 29 16 0 5 2.6 
Corporate tax rate 13 34 18 16 11 8 2,5 
Costs of bankruptcy 21 16 42 11 5 5 2.4 
Voting control 29 16 18 13 16 8 2.4 
Avoiding mispricings 13 39 18 16 5 8 2.3 
Depreciation & tax 
shields 32 29 16 16 5 3 2.2 
Correcting mispricecl 
shares 45 13 16 13 3 11 1.8 
Personal tax rate 47 21 11 11 3 8 1.7 
1 1 = Unimportant and 5 = Important. 
2 Mean ranks: calculated by assigning scores of 1 through 5 for rankings from "unimportant" to "important", and by 
multiplying each score by the fraction of responses within each rank. A score of 0 is assigned when a source is not ranked. 
In Pinegar and Wilbricht's study, avoiding dilution of common shareholders' 
claims is the second most important input. In Hong Kong, it is found that the 
importance of restrictive covenants on senior securities overrides that of avoiding earning 
per share dilution in financial choice. It is because bank borrowings is a more popular 
financing alternative than stock issues. Hence, the flexibility to raise future funds is 
especially important. It is essential for the companies to make sure that no unfavourable 
restrictive covenants are imposed on them that may hinder future financing 
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independency. In US, the companies are more investor-oriented. Many regulations are 
found to protect shareholders' interest. It is important for US companies to avoid 
dilution of shareholders' earnings in order to minimize dissatisfaction. 
Managers in Hong Kong consider flotation cost of securities to be a relatively 
important input. It is because the cost of initial public offering of common stock in 
Hong Kong is high, including registration, priming and distributing prospectus, 
underwriter fees and other administrative and legal costs. This may also explain why 
bank borrowings is more popular than stock issues in Hong Kong. 
In Pinegar and Wilbricht's study, bankruptcy costs is the least important input for 
making financing decision. However, it is not so in Hong Kong. This may be ‘due to the 
cultural difference between Chinese and Americans. The cost of bankruptcy includes the 
administrative and legal cost and the cost of financial distress. Another component is 
the ruin of reputation of the company. In Hong Kong, if a company goes bankrupt, it 
is difficult to build up the reputation again and may hinder the financing opportunities 
in the future. Although bank borrowings is common in Hong Kong, companies are 
unlikely to extend the debt ratio too far beyond a certain limit in order to reduce the 
probability of financial distress and hence, bankruptcy cost. 
It is observed that the static tradeoff models seem least well supported by the data 
in Exhibit 4.1. From Pinegar and Wilbricht's study, restrictive covenants on senior 
securities, the corporate tax rate, voting control, and depreciation and other non-debt tax 
shields are, the most important inputs. Nevertheless, the respective mean ranks of 3.42, 
2.53, 2.48 and 2.27 indicate only moderate concern for these factors in Hong Kong. The 
mean rank for the personal tax rates of debt and equity holders (1.76) is even less 
supportive of the static trade-off theories. The corporate tax rate, personal tax rate and 
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depreciation & other non-debt tax shields are of relatively low importance in financing 
decision made by Hong Kong managers. This is due to the low corporate and personal 
tax rate in Hong Kong. The corporate tax rate is 17.5% and there is no personal tax on 
capital gain; dividend and interest earned in Hong Kong. Hence, the impact of tax on 
financial structure is minimal. 
A specific financial structure model is not adopted by the companies under study. 
In the next section, the importance of financial planning principles in financing decision 
is examined to gain some insights about how managers make financing decision. 
4.2 Financial Planning Principles 
Managers' relative disinclination toward capital structure theory, in general, is 
further reflected in their rankings of the nine planning principles summarized in Exhibit 
4.2. 
Five of the nine principles have mean ranks of 3.00 or higher. In contrast, only 
three of the twelve inputs in Exhibit 4.1 had mean ranks that high. Hence, financial 
planning principles dominate specific capital structure models in governing financing 
decisions for the responding companies. The result conforms to those of Pinegar and 
Wilbricht. . 
Maintaining a good debt rating is the most important factor for making financing 
decision (mean rank = 4.18). This is due to the popularity of bank borrowings among 
companies studied. Maintaining financial independence, predictable source of funds and 
financial flexibility are also important. All these reinforce the effort made by the 
companies to facilitate future debt financing and meeting financial claims of creditors. 
It is also an indication that companies endeavour to avoid their assets being claimed by 
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third parties. Therefore, in making financial decisions, the ultimate objective is to 
minimize the risk of third parties' claims on the companies' assets. 
Exhibit 4。2 
Relative importance of financial planning principles 
in governing financing decisions 
Percentage of responses within each rank^ 
Planning principles 1 2 3 4 5 0 M" 
Maintain debt rating 0 0 16 50 34 0 4.2 
Maintain financial 
independence 0 21 18 32 24 5 3.4 
Predictable source 0 29 34 21 16 0 3.2 
Maintain financial 
flexibility 8 29 24 13 26 0 3.2 
Maintain dividend payout 0 24 47 18 5 5 3.0 
Maintain capital 
structure 18 53 13 8 3 5 2.7 
Maintain stock price 16 24 26 21 8 5 2.7 
1 1 = Unimportant and 5 = Important. 
2 Mean-' ranks: calculated by assigning scores of 1 through 5 for rankings from "unimportant" to "important", and by 
multiplying each score by the fraction of responses within each rank. A score of 0 is assigned when a source is not ranked. 
To maintain comparability with firms in the same industry is the least important 
factor. This is due to the unique financial requirement of each company and flexibility 
in making financing choice is more important than to conform with industry average. 
Moreover,, meaningful financial data may not be readily available for comparison 
purpose. 
The relative less importance of maintaining target capital structure is compatible 
with the findings in Ql . As companies favour following a hierarchy of sources of funds 
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rather than maintaining a target financial structure, it is reasonable that they consider 
this factor as unimportant relative to other factors. 
An interesting finding that contradicts with Pinegar and Wilbricht's study is that 
companies place little emphasis on ensuring long-term survivability. Financial executives 
pay more attention to the short-term survivability of the companies in terms of 
maintaining the short-term solvency of the companies. As a consequence, long-term 
survivability becomes less important. This is the result of the uncertainties of Hong 
Kong's economic and political future. Hence, Hong Kong companies value long-term 
survivability less than US companies. 
〉, 
4.3 Perception on Market Efficiency 
Questions that asked managers to indicate to what extent they felt their securities 
were correctly priced also produced results suggestive of a signalling scenario. Although 
about 32.4% of respondents did not respond to this question, over 35% of the 
respondents indicated their securities were underpriced (Appendix 6). Moreover, there 
» 
were 16.2% of respondents considered their securities being underpriced more than 50% 
of the time (Appendix 7). Thus, many managers disagree with the notion of efficient 
markets at least part of the time. • 
4.3.1 Impact on Financing Choice 
Despite these perceptions，however, there is no sign that managers deliberately 
attempt to signal their firms' true value. It is indicated by the low mean rank in Exhibit 
4.1 on correcting mispricings- of outstanding securities (1.84). The result is inconsistent 
with an overt signal. This finding is similar to Pinegar and Wilbricht's result. 
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The relation between the perceptions of market efficiency and managers' rankings 
of the inputs in Exhibit 4.1 were cross-classified to determine whether financing choices 
are affected by managers perceptions of fair market prices. 
Exhibit 4.3 
Perception of impact of new issues^ 
1 2 3 4 5 0 M-
Growth prospects 
perception 0 8 11 32 42 8 3.8 
Increase shareholder 
satisfaction 3 18 21 32 18 8 3.2. 
Stabilize share price 8 21 32 21 11 8 2.8 
Increase share price 37 16 18 13 5 11 2.0 
Decrease share price 53 16 11 8 3 11 1.6 
1 1 = Unimportant and 5 二 Important. 
2 Mean ranks: calculated by assigning scores of 1 through 5 for rankings from "unimportant" to "important", and by 
multiplying each score by the fraction of responses within each rank. A score of 0 is assigned when a source is not ranked. 
Market efficiency responses were grouped by whether managers believe their 
J 
securities are mispriced more than 80% of the time, 50%-80% or less than 50%. Exhibit 
4.1 responses were also categorized into，low，(ranks 1 and 2),，medium，(rank 3), and 
，high，(ranks 4 and 5) ranges. Then, PearsoH chi-square statistics were computed based 
on the high, medium, and low ranges. 
The Pearson's R coefficients for these statistics represent the probability of 
correctly inferring an association between managers' perceptions of market efficiency and 
the importance assigned to the inputs in Exhibit 4.1. Ideally, such probabilities should 
be high. However, only four of the inputs had R-values greater than 0.2 (Appendix 8). 
Perceptions of market efficiency seem to influence the importance assigned to 
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depreciation & tax shield (R = -0.289), bankruptcy cost (R = 0.236), voting control (R 
=0.267) and risk (R = 0.218). Thus, perceptions of market efficiency appear to have 
little impact on financing decisions, and deliberate signals of firm value through the 
debt-equity choice seem unlikely. 
4.4 Information Contents of New Stock Issues 
The importance of additional securities sales in influencing share price and the 
perception of shareholders is ranked in Exhibit 4.3. 
It is found that most managers thought that growth prospects perceived by 
shareholders will be mostly influenced by the information of new stock issues. Increasing 
shareholder satisfaction is also affected by new issues. On the other hand, managers did 
not think that the effect on share price is very great. 
The companies under study do not support a specific financial structure models. 
This result conforms with Pinegar and Wilbricht's study. However, the relative 
importance assigned to each model inputs are different due to the economic, political 
and cultural difference between Hong Kong and US. It is found that maintaining a good 
debt rating is the most important financing planning principle in Hong Kong. Moreover, 
the companies are more concerned about the short term solvency rather than the long 
term survivability as found in US. 
Aftpr an overview about the behaviour of financial managers, a sectoral analysis 




The purpose of this chapter is to identify if there is any relation between 
management's decisions and the nature of business. We divide the respondents into 
several groups according to their business nature and investigate if there are any 
common or different behaviours among different business sectors. As there is no 
respondent from mass media sector and hotel and restaurants sector, we do not know 
the behaviour in those two sectors. 
Firstly, we will study the preference for financial structure models. Secondly, a 
review of decision concerning new investment financing options will be conducted. Then, 
we will look into the impact of business nature on the term to maturity of debts. 
Afterwards, various financial planning principles will be examined. Finally, we will study 
the different financial structure model inputs ranked by companies from different 
business sector. 
5.1 Static Tradeoff vs. Pecking Order and Other Models 
According to the survey, most respondents preferred following a hierarchy when 
they want to raise new funds. However, as shown in Exhibit 5.1, when we regroup the 
I 
result according to the type of business in which they belong, we find that preference 




Business nature and financial structure models 
Percentage of responses 
Static Tradeoff Pecking Order Not 
Business nature Model Model Ranked 
Banking 100 0 0 
Finance & investment 0 67 33 
Transportation 50 0 50 
Construction 67 33 0 
Property 20 80 0 
Public utilities 25 75 0 
Manufacturing 50 50 0 
Wholesales/retailing 40 60 .0 
Finance, investment 
and property 100 0 0 
Construction & property 100 0 0 
Businesses engaging in banking, transportation, construction, finance, investment 
and property as well as construction and property prefer maintaining a target financial 
structure to a hierarchy while manufacturers have no preference toward either method. 
The number of respondents in each sector is small and the result after regrouping of 
data is rather divergent. Hence, it is dangerous to generalize that businesses in certain 
A. 
sector will follow either model. 
5.2 Preference for Sources of Funds 
！ 
As shown in Exhibit 5.2, bank borrowings and retained earnings are the two 
sources of long-term funds most respondents preferred. In order to investigate the 
possible impact business nature on managers' decisions, we regroup the results in Exhibit 
3.1 according to respondents' nature of business. 
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Exhibit 5.2 
Business nature and preference rankings of 
long-term sources of funds 
Mean ranks within each business sector 
Sources of 
funds 1 2 3 4 5 6 7 8 9 10 
Retained earnings 3.3 5.5 2.0 3.0 4.6 5.0 3.3 3.6 1.7 5.0 
Bank borrowings 4.0 5.5 1.7 5.5 3.8 5.7 3.5 2.6 2.0 6.0 
Straight preferred 
stock 0.0 0.0 0.0 0.0 0.6 0.0 0.0 0.0 0.0 0.0 
External Common 
stock 2.0 1.5 1,0 2.0 3.0 3.3 1.8 2.2 0.0 3.0 
Convertible Debt 2.7 2.0 1.3 2.5 2.8 3.0 1.6 2.4 0.0 4.0 
Convertible 
preferred stock 0.0 0.0 0.0 2.0 0.6 0.0 0.0 0.0 0.0 0.0 
-
Note: Mean ranks are calculated by assigning scores of 6 through 1 for rankings from 1 through 6, respectively, and by multiplying 
each score by the fraction of responses within each rank. A score of 0 is assigned when a source is not ranked. 
1 Finance and investment 
2 Transportation 
3 Construction 
4 Construction and property 
5 Property 
6 Public utilities 
7 Manufacturing 
8 Wholesales/retailing 
9 Finance, investment and property 
10 Banking 
！ > 
Retained earnings and bank borrowings are those two options most preferred by 
all business sectors. Although divergent view exists concerning which of the two options 
is the most preferred one, all sectors unanimously rank them as the first or second choice 
of financing new investments. The preference for retained earnings and bank borrowing 
is especially significant in transportation, construction and property, public utilities and 
banking sectors. They are all characterized by large capital base with sufficient retained 
earnings and high bank rating. This may explain their preference towards these two 
sources of funds. 
26 
The popularity of raising funds from banks is a result of the well-developed 
banking sector in Hong Kong. As the competition among banks is keen, obtaining loans 
for financing investments is not very difficult given a healthy financial status. 
5.3 Term to Maturity of Debts 
Although, as a whole, most respondents prefer a short-term loan averaging 3.8 
years, it is still possible that companies with different business nature will have different 
orientation. 
Exhibit 53 ’ 
Business nature and term to maturity of debts 
Business nature Mean years 
Banking 2.0 
Finance and investment 1.0 
Transportation 5.0 
Construction . 3.7 
Property 3.3 
Public utilities 6.1 
Manufacturing 4.1 
Wholesales/retailing 2.8 
Finance, investment and property • 4.7 
Construction and property 3.0 
Indped，after regrouping the data according to the types of business respondents 
are engaging in, we discover that transportation, public utilities, manufacturing as well 
as finance, investment and property have an above-average term to maturity of debts. 
It is not surprising to find that certain kinds of industries such as transportation and 
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public utility, by their very nature, may require long-term loan to finance their large-scale 
projects and development. Hence, the nature of business does have certain influence on 
this aspect. 
Companies in finance and investment sector have shown preference for short term 
loan (1 year). This may be explained by their high and quick sales turnover business 
nature and the characteristics to maximize short term profit. 
5.4 Financial Planning Principles 
Respondents have assigned different rates of importance to various financial 
planning principles. However, we are also interested in investigating whether business 
nature has impact on their decisions. 
As shown in Exhibit 5.4, maintaining a good debt rating and maintaining financial 
independence continue to be considered as important by most businesses. This conforms 
to the result for the sample as a whole discussed in section 4.2 previously. In particular, 
banking sector has high preference towards maintaining stock price (mean rank = 5). 
S ‘ 
This conforms with the result that stock issue is a common source of funds in banking 
sector. 
Maintaining financial flexibility and independence is equally important in finance, 
investment and property sector (mean ranking = 4). It is because a combination of 
financing sources is used in this sector (retained earnings, bank borrowings and external 
common sfock). 
In public utilities sector, ensuring long term survivability is the second most 
important input (mean ranking 二 3.7). This can be explained by their importance and 
social responsibility for the community. 
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Exhibit 5.4 
Business nature and relative importance of 
financial planning principles 
Mean rank within each business sector 
Planning principles 1 2 3 4 5 6 7 8 9 10 
Maintain your firm's 
stock prices 2.7 1.5 2.7 2.0 2.4 2.3 2.8 2.2 3.3 5.0 
Maintain financial 
flexibility 3.0 3.0 2.3 3.0 3.8 3.0 3.3 3.0 4.0 3.0 
Ensure firm's 
long-term 
survivability 3.0 1.5 2.7 3.5 2.8 3.7 2.8 1.8 3.0 1.0 
Maintain financial 
independence 4.0 2.0 3.7 5.0 2.8 3.3 3.5 4.2 4.3 2.0 
Maintain 
comparability with “ 
firms in the 
same industry 1.7 1.5 1.3 1.5 1.4 2.0 2.5 1.4 2.0 1.0 
Maintain a good 
debt rating 4.3 4.5 4.3 3.5 4.2 4.3 3.9 4.8 4.0 4.0 
Maintain a 
predictable 
source of funds 3.0 4.5 2.7 3.5 3.4 3.0 3.1 2.8 3.3 3.0 
Maintain dividend 
payout rate 2.3 1.5 3.3 1.5 2.6 2.7 3.4 3.4 3.0 3.0 
Maintain target 
capital structure 2.3 2.0 1.3 2.5 1.8 2.3 2.0 2.2 3.0 2.0 
a 
Note: Mean ranks are calculated by assigning scores of 1 through 5 for rankings from "unimportant" to "important", and by 
multiplying each score by the fraction of responses within each rank. A score of 0 is assigned when a source is not 
ranked. 
1 Finance and investment 
2 Transportation ‘ 
3 Construction 
4 Construction and property 
5 Property 
6 Public utilities 
7 Manufacturing 
8 Wholesales/retailing 
9 Finance, investment and property 
10 Banking 
j 
Maintaining comparability with firms in the same industry and target capital 
structure is the least important in making financing decision as discussed in section 4.2. 
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5.5 Financial Structure Models Inputs 
We regroup the data concerning with the relative importance of financial structure 
theories according to the nature of business respondents belong. We find that project 
cash flow from the assets and the riskiness of the assets continue to be regarded as 
important by each business sector. However, for businesses engaging in transportation, 
the importance of avoiding dilution of common stockholders' claims (mean ranking = 
3.5) and costs of bankruptcy (mean ranking 二 4) override the importance of projected 
cash flow (mean ranking 二 2.5). Costs of bankruptcy is considered as the most 
important input in the transportation industry. 
For respondents from the wholesales/retailing sector, restrictive covenants of 
senior securities (mean ranking 二 3.8) is considered as important as projected cash flow 
in determining financial structure. 
For the banking sector, corporate tax rate and the level of depreciation and other 
non-debt tax shields are equally important (mean ranking = 5) as the projected cash 
flow. This can be explained by the high tax burden of the banking sector. It is because 
> •• -
the banking generally does not have a lot of fixed assets to benefit from depreciation and 
other tax shields. Hence, financing decision has great impact in the tax amount paid. 
Moreover, inputs concerning share price control is considered more important in the 
banking sector as compared with other sectors. This is due to the special business 
environment in which banks operate. It is observed that voting control, avoiding 
shareholders' claims dilution, avoiding and correcting mispriced stocks and flotation cost 
of securities issued have score above average across various sectors. 
Correcting mispriced outstanding securities is the least important input in 
determining financial structure. Personal tax rate is also less important because of the 
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low tax rate in Hong Kong. 
Cost of bankruptcy is least important in construction and property sector. 
Exhibit 5.5 
Business nature and Relative importance of 
financial structure model inputs 
ill governing financing decisions 
Mean rank within each business sector 
Inputs 1 2 3 4 5 6 7 8 9 10 
Corporate tax rate 2.7 2.0 2.0 2.0 2.4 2.3 2.1 2.6 3.7 5.0 
Personal tax rate 
of debt & equity 
holders 2.0 1.0 1.7 2.0 1.0 2.0 1.4 1.6 3.0 3.0 
Level of depreciation 
& other non-debt 
tax shields 2.0 3.0 2.0 2.5 1.8 1.7 1.6 2.0 3.0 5.0 
Costs of bankruptcy 2.3 4.0 3.0 0.5 1.2 3.0 2.8 2.6 3.3 3.0 
Voting control 2.3 2.0 2.0 2.5 2.4 2.7 2.5 1.4 3.7 4.0 
Restrictive 
covenants of 
senior securities 3.0 2.0 4.0 3.5 3.0 3.3 3.3 3.8 3.7 4.0 
Projected cash flow 
from assets to 
be financed 4.3 2.6 4.3 4.5 3.8 4.3 4.4 3.8 4.0 5.0 
Riskiness of 
the assets 




claims 3.0 3.5 2.3 2.5 2.2 2.7 2.9 2.2 3.3 4.0 
Avoiding mispricings 
of securities 
to be issued 2.7 1.0 1.0 2.5 2.0 2.7 2.5 2.0 3.0 3.0 
Correct mispriced 
outstanding 
securities < 1.7 1.0 1.7 2.5 1.8 1.7 1.9 0.8 3.0 3.0 
Flotation cost of 
securities to 
be issued 2.3 1.5 1.7 3.0 1.8 2.3 2.5 3.0 3.3 3.0 
Note: Mean ranks are calculated by assigning scores of 1 through 5 for rankings from "unimportant" to "important", and by 
multiplying each score by the fraction of responses within each rank, A score of 0 is assigned when a source is not' ranked. 
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1 Finance and investment 
2 Transportation 
3 Construction 
4 Construction and property 
5 Property 
6 Public utilities 
7 Manufacturing 
8 Wholesales/retailing 
9 Finance, investment and property 
10 Banking 
To a certain extent, business nature of the companies has impact on the financing 
behaviour. 
In the next chapter, an asset size analysis will be conducted. As a result, we can 
identify whether there are any commonalities or divergencies toward financial decisions 






ASSET SIZE ANALYSIS 
The main objective of this chapter is to investigate the impact of business' asset 
size on management's decisions toward various aspects. In order to identify asset size's 
influence (if any), we reclassify the data into several categories. Ail the respondents in 
the survey fall into one of the five asset size groups. 
Firstly, we will examine preference toward the use of financial structure models. 
Secondly, the methods of raising new funds will be reviewed. Thirdly, we will look into 
the impact of asset size on the term to maturity of debts. Next, different financial 
planning principles will be examined. Finally, we will study various financial structure 
inputs ranked by respondents with different asset size. 
6.1 Static Tradeoff vs. Pecking Order and Other Models 
Data are regrouped and shown in Exhibit 6.1. We find that preference toward 
the two major methods of raising new funds is rather divergent among different asset size 
groups. 
Preferences of companies in the second and third groups fall into two extremes. 
While companies in asset size within HK$5,000 million and HK$ 10,000 million have a 
strong preference toward using a financing hierarchy (78%), their counterparts in asset 
size within HK$ 10,001 million and HK$15,000 million prefer maintaining a target 
financial structure (75%). Group one. and four seem to be indifferent toward those two 
models. On the other hand, since there is only one respondent from group five, we 
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cannot draw any conclusion for the whole group's behaviour. 
Due to the small sample size and the small number of firms in each group, we 
cannot have any generalization of the relationship between asset size and preference 
toward financial structure models. 
Exhibit 6.1 
Asset size and financial structure models 
Percentage of responses 
Asset Size Static tradeoff Pecking Order Not 
HK$ million Model Model Ranked 
i. Below 5,000 47 41 12 
ii. 5,000 - 10,000 22 78 0 
iii. 10,001 - 15,000 75 25 0 
iv. 15,001 - 20,000 50 50 0 
V. Above 45,000 0 100 0 
？ 
6.2 Preference for Sources of Funds 
As shown in Exhibit 6.2, preferences toward various long-term sources of funds 
are more or less the same among different asset size groups. Retained earnings and 
bank loans continue to be the dominant choices. Although the group falling within 
HK$5,000 million and HK$ 10,000 million preferred bank borrowings (Mean rank = 4.8) 
I 
to internal financing (Mean rank 二 4.9), the difference of the two mean ranks is not 
significant. 
On the other hand, preferred stock (straight or convertible) is least likely to be 
used by companies with different asset sizes. This phenomenon conforms to the situation 
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in Hong Kong as preferred shares are not popular in the stock market. 
Exhibit 6.2 
Asset size and Preference rankings of 
long-term sources of funds 
Mean ranks within each asset size (HK$ mil.) 
5,000 10,001 15,001 
Sources of Below to to to Above 
funds 5,000 10,000 15,000 20,000 45,000 
Retained earnings 2.9 4.8 2.8 2.0 6.0 
Bank borrowings 3.4 4.9 2.8 3.0 5.0 
Straight preferred 
stock 0.1 0.0 0.1 0.0 0.0 
External Common 
stock 1.6 2.7 1.8 1.5 0.0 
Convertible Debt 1.4 3.7 1.4 2.5 0.0 
Convertible 
preferred stock 0.3 0.0 0.3 0.0 0.0 
Note: Mean ranks are calculated by assigning scores of 6 through 1 for rankings from 1 through 6, respectively, and by multiplying .、 
each score by the fraction of responses within each rank. A score of 0 is assigned when a source is not ranked. 
’ > ‘ 
6.3 Term to Maturity of Debts 
In order to examine whether there is any relation between asset size and term to 
maturity of debts, we regroup the data and show the results in Exhibit 6.3 according to 
the companies' asset sizes. 
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Exhibit 6.3 
Asset Size and Term to Maturity of Debts 
Asset Size 
HK$ million Mean years 
i. Below 5,000 3.4 
ii. 5,000 - 10,000 3.2 
iii. 10,001 - 15,000 3.9 
iv. 15,001 - 20,000 6.3 
V. Above 45,000 6.5 
As shown above, companies with larger asset size tend to have longer term to 
maturity of their debts. It is probably due to the greater bargaining power of larger firms 
when they raise fund from the banking sector. Moreover, larger asset size also lead to 
larger transaction volume which in return requires larger amount of funds. This will 
require longer term to repay the debt. 、 
6.4 Financial Pianning Principles 
As shown in Exhibit 6.4, maintaining ^ good debt rating is considered to be very 
important by management. As large firm has greater bargaining power toward bank 
borrowings, a good debt rating is not as important as in other smaller companies. 
Rather, ioqg-term survivability is of utmost importance for a large company. 
For smaller firms, financial flexibility and independence are also important in 
addition to a good debt rating. Otherwise, the company will be subject to third parties' 
claims very easily. Moreover, as smaller firms do not have bargaining power as great as 
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Exhibit 6.4 
Asset size and relative importance of 
financial planning principles 
Mean ranks within each asset size (HK$ mil.) 
5,000 1.0,001 15,001 
Planning Below to to to Above 
principles 5,000 10,000 15,000 20,000 45,000 
Maintain your 
firm's 
stock prices 3.1 2.4 2.0 2.0 3.0 
Maintain financial 
flexibility 3.6 2.3 3.1 3.5 4.0 
Ensure firm's ... 
long-term 
survivability 3.4 1.3 2.3 3.5 5.0 
Maintain financial 
independence 3.6 3.1 4.1 3.0 3.0 
Maintain 
comparability 
with firms in the 
same industry 2.1 1.7 1.4 1.0 4.0 
Maintain a good 
debt rating 3.9 4.3 4.4 4.5 4.0 
Maintain a. . 
predictable 
source of funds 3.4 2.9 3.0 3.0 3.0 
Maintain dividend 
payout rate 2.8 3.0 2.9 2.5 3.0 
Maintain target . 
capital structure 2.7 1.8 1.5 2.0 3.0 
Note: Mean ranks are calculated by assigning scores of 1 through 5 for rankings from "unimportant" to "important", and by 
multiplying each score by the fraction of responses within each rank. A score of 0 is assigned when a source is not ranked. 
/ 
large firms, a flexible and independent financial status is vital for their survival. 
Moreover, maintaining comparability with industry average is of least importance. For 
large firms, industry average is more readily available and industry practice is more 
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visible than in smaller firms. Also, the financing decision of large firm can affect the 
competitiveness of other firms in the industry and a close monitor of the industry 
practice is common. 
Hence, it is obvious that asset size does affect management's preference toward 
different financial planning principles. Moreover, managers will adjust the emphasis 
placed on different financial planning principles as the size of the companies changes. 
6.5 Financial Structure Models Inputs 
As we can observe from Exhibit 6.5, riskiness of assets and projected,cash flow 
from the assets to be financed are considered as relatively important among different 
asset size groups. At the same time, avoiding dilution of common stockholders' claims 
and restrictive covenants of senior securities are aiso important relative to the remaining 
inputs. Personal tax rate of shareholders and debt holders and correcting mispriced 
securities are still the least important inputs in making financing decision. 
I 
The results after regrouping are similar to those derived previous. Hence, asset 
size does not have significant influence on financial practitioners' decisions in this aspect. 
Although we cannot draw any relation between asset size and preference for 
financial structure models or various sources of funds, it does show some relation with 
the term to maturity of debts, the significance assigned to different financial planning 
principles ,and to various financial structure models inputs. 
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Exhibit 6.5 
Asset size and Relative importance of 
financial structure model inputs 
Mean ranks within each asset size (HK$ mil) 
5,000 10,001 15,001 
Below to to to Above 
Inputs 5,000 10,000 15,000 20,000 45,000 
Corporate tax rate 2.6 2.6 2.1 3.0 2,0 
Personal tax rate 
of your debt & 




tax shields 2.4 1.9 1.8 2.5 2.0 
Costs of 
bankruptcy 2.6 2.8 2.3 2.0 4.0 




securities 2.8 3.6 4.1 4.5 4.0 
Projected cash 
flow from assets 
to be financed 3.8 4.1 4.4 4.5 4.0 
Riskiness of , 
assets to be 
financed 3.9 3.6 4.4 5.0 4.0 
Avoiding dilution 
of common stock-
holders' claims 3.7 2.6 1.6 2.0 3.0 
Avoiding mispricings 
of securities 
to be issued 3.0 2.1 1.4 2.5 2.0 
Correct mispriced 
outstanding 
securities 2.7 1.3 1.3 2.0 3.0 
Flotation cost 
of securities 
to be issued 2.4 2.6 2.1 2.5 1.0 
Note: Mean ranks are calculated by assigning scores of 1 through 5 for rankings from "unimportant" to "important", and by 
multiplying each score by the fraction of responses within each rank. A score of 0 is assigned when a source is not ranked. 
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In the next chapter, we will discuss the relationship between financing decisions 
and other sources and uses of funds. Then, we will also have a sectoral analysis and 
asset size analysis so as to check whether decisions toward other sources and uses of 





FINANCING DECISIONS AND OTHER SOURCES AND USES OF FUNDS 
Financial structure decisions are important for a company's survivability and 
profitability. However, sometimes a company may have to alter its financial structure 
decisions if there are other constraints in other sources and uses of funds. Thus, in this 
chapter, we will examine the relative importance of financing decisions to other sources 
and uses of funds. We will first have a review of the orientation generally exists in 
management concerning with the importance of financial structure decisions. Then, we 
will try to investigate the reasons behind. 
Exhibit 7.1 
Preference toward other sources and uses of funds 
„ Percentage of response within each rank 
'Source by Order 
of Preference ‘ 1 2 3 4 0^  M^ 
Deviate from target 
structure 45 32 8 3 13 2.9 
Sell off assets 45 18 5 21 11 2.7 
Cut dividend 5 24 40 24 8 2.0 
Forgo opportunity 5 5 21 58 11 1.4 
1 Items not ranked by respondents. 
2 Mean ranks: calculated by assigning scores of 4 through 1 for rankings from 1 through 4. A score 
of 0 is assigned when a source is not ranked. 
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At the same time, we will regroup the result according to the nature of business 
respondents belong. Thus，we can investigate whether business nature has impact on 
management's decisions in this aspect. Afterwards, we will also regroup the data 
according to-respondents' asset size so as to see whether it will make divergent decisions. 
7.1 An Overview of Findings 
We can observe from Exhibit 7.2, when presented with a new growth opportunity 
which is very attractive but cannot be taken without taking some other actions, 76% of 
the respondents^ said that they would deviate from the target financial structure or 
financing hierarchy. On the other hand, 63% of them will sell off other assets. to finance 
that attractive opportunity. Cutting the dividend is the option which only 29% of the 
respondents will choose. Only 11% of them will be willing to forgo that opportunity. 
Hence, the likely order of action is to deviate from target finance structure, sell off other 
assets and cut dividend. Only when all these are in vain will the opportunity be forgone. 
7.2 Implications of Findings 
The finding shows that the financing decision is the most flexible of all the sources 
and uses of fund constraints. That means it is the least binding among several sources 
and uses of fund. 
We assume that this is true and implies motivations for financial structure changes 
are comply and not precise. Hence, if finance researchers are still trying to interpret 
common stock price changes in response to unanticipated financial structure changes, 
^The percentage is calculated by summing up the percentage 
of respondents ranking very likely and likely toward this choice. 
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they will continue to face great difficulties. 
7.3 Contrast with the Findings of Pinegar and Wilbricht 
In general, the findings conform to those of Pinegar and Wilbricht in which 
financing decision is the least binding among all the sources and uses of fund constraints. 
However, in their study, management shows a strong likeliness (82.4% of the 
respondents) that they will deviate from target financial structure. Cutting the dividend, 
however, is the most unlikely action management will take. 
The respondents in our survey view forgoing the opportunity (Mean rank = 1.4) 
as the most unlikely action they will take. It implies that management is more concerned 
with the overall future performance of the company as contrary to the short-term 
performance revealed by the amount of dividend paid (Mean rank 二 2.0). It may also 
due to the fact that investors in the stock exchange value the potential growth of the 
company higher that the dividend it pays when making investment decisions. 
Selling off other assets (Mean rank = 2.7) is also another action management will 
y 
likely take. The small difference between the preferences towards this action and 
deviation from target capital structure (Mean rank 二 2.9) implies that respondents in 
Hong Kong also view sale of other assets as a flexible source and use of funds. Most 
companies will likely to sell their fixed assets like property when they require funds for 
other investment opportunities. 
！ 
7.4 Impact of Business Nature 
We regroup the data according to the business types of respondents. We would 
like to know whether different businesses will have different preference toward other 
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sources and uses of funds. 
Exhibit 12 
Business nature and preference toward 
- other sources and uses of funds 
Mean rank within each business sector 
Sources and 




financing hierarchy 3.0 4.0 3.0 1.5 3.8 3.3 3.1 3.2 4.0 4.0 
Cut the dividend 2.0 2.0 2.0 2.0 2.8 2.0 2.4 1.8 1.0 0.0 
Sell off other assets 3.7 2.0 3.7 2.5 2.6 3.3 2.9 3.8 2.3 0.0 
Forgo the growth ；” 
opportunity 1.7 1.5 1.0 4.0 3.0 1.3 1.3 1.2 0.7 0.0 
Note: Mean ranks are calculated by assigning scores of 4 through 1 for rankings from 1 through 4. A score of 0 is assigned when 
a source is not ranked. 
1 Finance and investment 
2 Transportation 
3 Construction 
4 Construction and property 
5 Property 
6 Public utilities 
7 Manufacturing 
8 Wholesales/retailing 
9 Finance, investment and property 
10 Banking 
As shown in Exhibit 7.2, not every business sector considers financing decisions 
as the least binding among all sources and uses of fund constraints. Hence, we can 
discover that there are divergent viewpoints toward which sources and uses of fund is the 
most flexible. 
t 
Although respondents in transportation, property, public utilities, manufacturing, 
banking as well as finance, investment and property still advocate financing decisions as 
the least binding, respondents in finance and investment, construction and 
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wholesales/retailing would rather sell off other assets to finance an attractive growth 
opportunity. Respondents in construction and property even forgo the growth 
opportunity instead of deviating from the target financial structure. 
7.5 impact of Asset Size 
In order to examine the impact of asset size on management's decisions on other 
sources and uses of funds, we regroup the data according to the asset size of respondents. 
The sample in this survey fails into four categories of asset size. The result is 
summarized in Exhibit 7.3 below. 
Exhibit 7.3 “ 
Asset size and preference toward 
other sources and uses of funds 
Mean rank within each asset size (HK$ mil) 
5,000 10,001 15,001 
Sources and Below to to to Above 
uses of funds 5,000 10,000 15,000 20,000 45,000 
Deviate from target 
financial structure or ‘ 
financing hierarchy 2.9 3.3 3.4 4.0 4.0 
Cut the dividend 2.2 1.9 1.9 15 2 0 
Sell off other assets 2.4 3.6 3.1 2 0 2 0 
Forgo the growth 
opportunity 1.5 1.0 1.8 1.5 2.0 
Note: Mean ranks are calculated by assigning scores of 4 through 1 for rankings from 1 through 4. A score of 0 is assianed when 
a source is not ranked. ^ 
( 
We can see that respondents with different asset sizes agree that financing 
decisions as the least or second least binding one. Although respondents in the 
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HK$5，000 million to HK$ 10,000 million group would prefer selling off other assets to 
deviating from target financial structure or hierarchy, they will also choose the latter one 
after sale of other assets is no longer possible. 
At the same time，all asset size groups will forgo the growth opportunity only after 
other means have become exhausted. The findings in this section conforms to those 
derived from the sample as a whole. Hence, asset size is not a determining factor in 




Over the past seven chapters, we discussed in details the purposes, literature 
background and findings of the research. In this chapter, we will re-iterate briefly the 
objectives and summarize the findings. At last, we will discuss the implications and 
assessment of the survey. 
8.1 Objectives of study 
According to Modigliani and Miller (MM), when capital markets are perfect, 
corporate and personal taxes do not exist, financial structure decisions do not affect firm 
value. At that time, the firm's financing and investment decisions are independent. 
However, as the assumptions of MM often are violated in practice, there are many 
debates over optimal financial structure that maximizes firm value commonly found in 
literature. , 
There are surveys done in US on how financial practitioners use the assumptions 
or inputs of financial structure models generated by academicians in making financing 
decisions. Hence, it is interesting to investigate the situation in Hong Kong as similar 
study is not found. 
The survey aims at examining how top executives in Hong Kong's listed 
I 
companies make their financing decisions and the extent to which the financial structure 
theory applies in such companies. 
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8.2 Summary of findings 
In general, Hong Kong financial practitioners are more likely to follow a financing 
hierarchy than to maintain a target debt-equity ratio when they raise new funds. 
Furthermore, both internal equity and straight debt are preferred by top managers when 
they seek source of funds for financing new investments. However, managers prefer 
financing from internal source rather than from the banking sector probably because of 
the more conservative method of doing business among Chinese. 
On the other hand, financial planning principles are more important in governing 
the financing decisions of the company than are specific capital structure theories. 
Moreover, financial structure theories are generally regarded as more flexible,.than other 
sources and uses of funds. Selling off assets is also a choice which managers prefer while 
respondents, in general, are unwilling to forgo the growth opportunity. Analysis in 
different asset size companies also displays similar results. However, this is not the case 
in each business sector. 
» 
8.2.1 Sectoral analysis 
Sectoral analysis basing on the business nature of companies reveals different 
findings for different aspects. Business sectojs, in general, disagree over following Static 
Tradeoff Model or Pecking Order Model. Due to divergent preferences among various 
sectors and the small number of respondents, we cannot generalize any pattern in this 
aspect. , 
On the other hand, term to maturity of debts has some relationship with types of 
business. Business sectors which are capital intensive, such as manufacturing, tend to 
have a longer term to maturity while sectors having quicker turnover, such as finance and 
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investment, prefer a shorter term to maturity of debts. 
Sectoral analysis for the preference toward long-term sources of funds conforms 
to the findings of the whole sample. Internal equity and bank loans still dominate in this 
aspect irrespective of the business nature respondents belonging to. Preferred stock is 
still least preferred by different business sectors. 
Attitudes toward relative importance of financial planning principles are rather 
divergent in different business sectors. However, a good debt rating is commonly 
regarded as important (mean ranks over 3.8) by all sectors. Most business sectors aiso 
rank industrial comparability as less important (mean ranks less than 2.1). 
For various financial structure model inputs, there is no tremendous disagreement 
among different sectors. In general, riskiness and projected cash flow of assets to be 
financed are still considered as relatively important by most sectors. Moreover, most 
sectors also agree that restrictive covenants of senior securities is another important 
input. 
8.2.2 Asset size analysis 
The findings in asset size analysis show some variations from those of the sample 
as a whole. There is positive relation between term to maturity to debts and asset size 
of companies. Larger companies tend to have longer term to maturity. 
At the same time, there are diverse attitudes among different size companies 
toward following the Static Tradeoff or Pecking Order Model. Some asset size groups 
prefer following the Static Tradeoff Model while other choose the other one. Certain 
asset size groups even show indifference toward both models. However, no specific 
pattern can be found between the company size and their selection of model. 
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On the other hand, size has no specific influence on relative importance of 
financial structure models inputs, financing growth opportunity decisions and preference 
for long-term sources of funds. No relationship can be identified between company size 
and management's decisions. The findings in these three aspects generally conform to 
those of the whole sample. 
% 
8.2.3 Comparison between findings in Hong Kong and US 
The findings in our survey are in general conformance to the findings by Pinegar 
and Wilbricht. The managers in Hong Kong and US both prefer following a financing 
hierarchy than to maintain a target financial structure by using several types .of financing 
instruments simultaneously. 
Both parties also think that financial planning principles more important than 
capital structure theories when financing decisions have to be made. Although individual 
ranking in this survey is a bit different from that done by Pinegar and Wilbricht, it does 
show some similarities between both places. 
.‘ ‘ 
At the same time, both Hong Kong top managers and their US counterparts 
consider capital structure decision as less binding than the investment decision or 
dividend decision of the company. However，the preference toward deviation from target 
financial structure among practitioners in Hong Kong is less profound than their US 
counterparts. It is probably due to the different economic and business situation in both 
places. J 
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8.3 Implications and assessment of the findings 
As there is no precedence for survey in the financial decisions of top managers 
in Hong Kong, the findings in this survey can give an overall picture of the practices 
among current financial practitioners. Moreover, when contrasting with the survey done 
in US, we can have a brief idea of the commonalities and divergence between the 
financial practices in these two places. 
As our study is diagnostic in nature, we hope that the findings can provide some 
insights for other academicians when they conduct other research in the future. 
On the other hand, there are several limitations in this survey. First of all, the 
number of respondents is not comparable with the survey done in US. Although the 
response rate is satisfactory as compared with those of other surveys, the actual number 
of respondents is small relative to other surveys due to the small population size (the 
number of listed companies in Hong Kong). 
Secondly, there is no respondent in the hotel and restaurants sector. Thus, this 
survey cannot supply any information of the financial practices in this sector. Possible 
bias exist if any attempt is made to interpret the situation in this sector on the basis of 
this survey. 
Finally，there is also a possible bias in this survey as the asset size of the 
respondents tends to be small. Over half of the respondents reported to have an asset 
size less than HK$ 10,000 million. Therefore, bias may be resulted if any interpretation 






Financial Structure Survey 
We are Full—Time MBA students of the Chinese University of 
Hong Kong. We are conducting a survey among top executives of 
listed companies in Hong Kong on financing decision. The purpose 
is to examine how firms decide the financial structure. Your 
answers to the enclosed questionnaire will contribute 
significantly to the success of this study. 
工 can assure you 七hat 七he answers will be used in 
combination with those of other firms all over Hong Kong and the 
results will be used only for academic research purpose. 
The questionnaire takes only about 10 minutes to complete. 
It is mostly appreciated if you can return the completed 
questionnaire at your earlie.st convenience. 
A reply envelope is enclosed for your convenience. Thank 
you very much for your help. 
‘ Yours sincerely, 
TSUI Chi Kei 




FINANCIAL STRUCTURE QUESTIONNAIRE 
1. In raising new funds, your firm: 
__ will maintain a target financial structure by using 
several types of financing instruments simultaneously. 
(Answer questions 3 through 15) 
一 follows a hierarchy so that the most advantageous 
sources of funds are exhausted before others are used. 
(Answer questions 2 through 15) 
— Other (Please specify) 
2. Rank the followings for financing new investments. 
(1 = first choice, 2 = second choice, & so on) 
——Retained earnings 一 External common stock 
__ Bank borrowing 一 Convertible debt 
——Straight preferred stock 一 Convertible preferred stock 
一 Other 
3. Please indicate the relative importance of the following 
considerations in making financing decision on a scale of 
1 to 5. (1 = Unimportant, 5 = Very important) 
— M a i n t a i n your firm‘s stock prices 
__ Maintain financial flexibility 
一Ensure long-term survivability of the firm 
— M a i n t a i n financial independence 
一 Maintain comparability with firms in the same industry 
一 Maintain a good debt rating 
__ Ma+ri七ain a predictable source of funds 
— M a i n t a i n dividend payout rate 
一 Maintain target capital 'structure 
__ Other 
4. The duration of debt (if used) is usually years. 
5. Your firm‘s stocks are: 
一 Priced accurately by the market (Go to question 7) 
.__ Underpriced (Go to question 6) 
一 Overpriced (Go to question 6) 
II 
6. Your firm's stocks are mispriced: 
_ More than 80% of the time 
__ 50 - 80% of the time 
— L e s s than 50% of the time 
7• Given a growth opportunity that could not be taken without 
taking the following action, rank the action your firm most 
likely will take. (1 二 Very likely, 4 = Very unlikely) 
— Deviate from the target financial structure or 
financing hierarchy, 
— Cut the dividend. 
___ Sell off other assets. 
一 Forgo the growth opportunity. 
8. Indicate the relative importance of the following factors 
in making financing decision on a scale of l to 5. (i = 
Unimportant, 5 � Very important) 
— The corporate tax rate 
一 Personal 七ax rate of your debt and equity holders 
— The level of depreciation and other non-debt tax 
shields 
— Costs of bankruptcy 
Voting control 
— Restrictive covenants of senior securities 
— Projected cash flow from the assets to be financed 
一 Riskiness of the assets to be financed 
__ Avoiding dilution of common stockholders‘ claims 
一 Avoiding mispricings of securities to be issued 
一 Correcting mispriced outstanding securities 
一 ‘Flotation t^ost of securities to be issued 
— Other 
9. Your 3 major determinants in financing decision are: 
10. Please indicate how important additional securities sales 
is in influencing the followings. (i = Unimportant, 5 � 
Very important) 
t 
一 Increasing stockholder satisfaction 
— Stabilizing share price 
__ Increasing share price 
— Decreasing share price 
一 Growth prospects perceived by stockholder 
III 
11. The principal nature of your business is: 
Banking Public utilities 
Finance & Investment Manufacturing 
Transportation Mass media 
Construction Wholesales/Retailing 
— Property ___ Hotel & Restaurants 
__ “ Other 
12. Who is most important in making your firm ‘ s financing 
decisions? 
Top management 
— Internal financial analyst 
Investment banker 
Outside security analyst 
_ Just use a financial structure comparable to the 
industry practice 
— Other 
13. The approximate asset size (in HK$ mil,) of your firm is: 
__ Below 5,000 __ 25,001 一 30,000 
__ 5,000 — 10,000 = 30,001 — 35,000 
__ 10,000 - 15,000 = 35,001 — 40,000 
_ 15,001 - 20,000 = 40,001 一 45,000 
__ 20,001 一 25,000 � Above 45,000 
14. The financial structure (the proportion of each securities) 
of your firm for the past 4 years are: 
” ‘ '86 '87 '88 ‘ 89 
Retained earnings 
External common — 
stocks 一 一 一 一 
Bank borrowing 
Convertible debt 一 ^ 
Straight preferred — — 
stock 
Convertible 一 一 ~“ 
preferred 
stock 
Other Z I 二 — 一 
！ 
Total 100% 100% 100% 100% 
15. Please give any comments about how the financing decision 
is made at your firm., 
IV 
APPENDIX 3 
BUSINESS NATURE OF RESPONDENTS 
Frequency Percentage 
Manufacturing 9 24 
Property 5 1 4 
Wholesales/Retailing 5 14 
Finance & Investment 3 8 
Construction 3 8 
Construction & property 2 5 
Transportation 2 5 
Public utilities 4 1 1 
Banking 1 3 
Finance, investment & 
property 3 8 





ASSET SIZE OF RESPONDENTS (HK$ mil.) 
Frequency Percentage 
Below 5,000 17 4 5 . 9 
5,000-10,000 10 27 . 0 
10,0 01-15,000 7 18.9 
15,001-20,000 2 5 : 4 





FINANCIAL STRUCTURE MODELS USED BY RESPONDENTS 
Frequency Percentage 
Pecking order model 20 54.1 





MARKET EFFICIENCY PERCEPTIONS 
Frequency Percentage 
Common stock underpriced 13 35.1 
Common stock accurately priced 12 3 2.4 
No response 12 32.4 
VIII 
APPENDIX 3 
EVENTS OF MISPRICING 
Frequency Percentage 
Less than 50% 7 53.8 
50-80% 3 23.1 
More than 80% 3 23.1 
IX 
APPENDIX 3 
PEARSON'S R CORRELATION 
BETWEEN MARKET EFFICIENCY PERCEPTIONS 
AND IMPORTANCE ASSIGNED TO INPUTS 
Pearson's R Significance 
Voting control 0.26747 o.0548 
Costs of bankruptcy 0.23619 0.0797 
Riskiness of the assets 0.21803 0.0974 
Projected cash flow 0,18109 0.1417 
Correcting mispriced shares 0.13046 0.2208 
Restrictive covenants 0.09749 q.283 0 
Personal tax rate 0.02047 〇:4521 
Corporate tax rate 0.00282 0.4934 
Avoiding mispricing shares —0.01269 o,4703 
Avoiding dilution of claims -0.08730 0.3037 
Flotation cost of securities - 0 . 17917 •••1443 
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